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WR Withdrawn Rating

<1> As of Octoder 7, 1957

<2> Previously knows as Duke Power Company.

<3 Previously known 25 Houston Lighting & Power Company and then Houston Industrics. inc.

<4> Formed by merger of lpwa Electrie Light & Power Cornpany and lowe Southern Utiines Cornpany on December 37, 1892,
<S> Formed as @ result of rmerger berween Midwest Resources Inc. and lowa-lliinois Gas & Eiectric on july 1. 1995.
<G> Previously known as Philadelphia Electric Company before March 1, 1585,

< 7> Previously known as Pennsylvania Power & Light Company.

<E> Forrned as & result of Kansas Gas & Electric morger with Kansas Power & Light effective 3/37/92.

<89> Formed as 2 resut: of Ceniral Mlinols Pubiic Service merger with Union Electic effective 2/27/58,

< 10»> Previously known as Central Louisiana Eleciric Compoany.,

<11= Previously knowm as Minnesota Power & Light Company.

<12> Previously keown as Northwestern Public Service Comparny Company.

<13> Previously knowm as Texas Litilities Eleciric Company
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Sinee last year's Induszry Quriook, the sverage rating in
the US power industry has remnained at A3, where it has
been for a number of years. However, this should notbe
raisconstrued s stabilizy, While the average has staved
the same, the universe of rated companies has been in
consrant modon. Over the last 12 months, 24 companies
out of the rated peer group of 121 kave been upgraded,
while 22 have been downgraded.

Furthermore, the very composition of the peer group
has also changed dramatically, as mergers and acquisidons
have superceded sorne familiar names, while bringing new
entitdes into existence. Even those companies that bear
the same name are today very different in terms of their
fines of business, market positions, and swategic direc-
tions than they werc only 2 year ago.

The diverse strategies adopted in response 10 the
dereguiation of the US market have moved the industry
from a peer group of 121 verdeally integrated, regulated
clecic utlites, wo 121 peer groups of one. Tt is therefore
very difficult to make broad generalizadons about the
dircedon of eredit quality in this industry.

Moody's Industry Outiook

Even so, we can make the prediction that 2001 is lke-
Iy to see continued radngs mevement in both dircetions,
with a bias toward the negative, as 33 companies are cur-
rendy under review for upgrade or carry a positive out-
ipok, while 86 companies are either under review for pos-
sible downgrade or carry 2 negative outlook. We expect
that ovez the next vear we will condnue to see dramatic
changes in market posidons and business risk profiles as
individuzi compantes either sacceed or fail ac differentiac-
ing themseives from an ever changing pool of compet-
tors,

The industry resembles general manufacturing more
and more all the ime. After all, power plants are manu-
facruring faciiides for a product {electrons) that mast be
diszibuted (tirough wires) and soléd (price + service) o
retzil or wholesaie customers. Since it is a2 commeodity that
is being sold, one manufacturer’s praduct is no different
than another’s, Therefore, those manufacturers that are
likely to survive with their credit quality intact over the
longer rerm wiil be those thatadd value to the commodicy
- whether through reliability standards, ancillary serviees,
or product customization - i order 10 entice customers
into buying their electrons as opposed to someone else’s.
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Looking forward, Moody's sees 2 number of issues taking shape that could increasc overall credit risk in
the industry in the next several years and again prove to differentiate winners and losers. These challenges
inchude increasing capital expenditures to build new generating plants and comply with tghtening environ-
mehtal reguiation, as well 2s growing amounts of leverage - both on and off of the baiance sheet - to fund
new acguisitions. They zlso include both the threat of overcapacity in regions such as New England and
Texas, where substantial new constriction is underway, and extreme power shortages in California, which
has pushed the envelope for re-regulation. Layered on top of these challenges are the dis-favor the indus-
try has suffered in the equity markets and the behavior to which such shareholder pressure has given rise.

Power companies have taken a variety of steps to cope with this growing fist of concerns. Each compa-
ay in the power sector is seeking izs own market niche and source of competitive advantage. In Porter's
competitive strategy vernacular, these companies, which are losing their monopoly starus, must for the
first dme confront the five forces of: buyer power, supplier power, barriers to entry and exit, threat of sub-
stitution, and rivalry ameng competitors. The domain may be regionai, national or international.
Strategies include:

* remaining vertically integrated in the home state where reguiation allows the utility to do so;

* remzining verdeally integrared in the home state while expanding wholesale revenues through genera-
don and merchant mrading in other states;

* Dbeeoming 2 mult-state unregulated merchant trading and generadng company; or
* making regional combination electric and gas distribution pliays.

In pursuit of one or more of these strategles, corporate restructuring continues unabated, with new
complex organizations being formed in the wake of mergers 2nd acquisitions, asset spin-offs and sales, and
divisional IPOs. In response, once straightforwarc peer grovp financial comparisons have given way to 2
more sophisticated analysis that considers the compiex interplay of diverse business risk profiles under the
increasingly common holding company structure.

These are the issues we will be exploring in this vear's industry outlook.

WHETHER OVER OR UNDER, CAPACITY CONCERNS A MAJOR CREDIT ISSUE

Going into 2001, one of the most important credit issues we see for those companies still engaged in the
generation side of the business is the manzer in which they manage their overal levels of capacity. This
inciudes their ability to fund a dramatic increase in capital expenditures for new plants following a decade
of underinvestment and to restore reserve raarging to more comforuble levels without generatng 2 new
wave of overcapacity. It 2iso inciudes their ability o integrate newly acquired generating assets and oper-
ate thern more efficiently, and to avoid the political backlash of lingering power shortages in some regions.

With these chalienges in mind, we see three areas in which over or under-capacity situadons could
begin to pressure credit ratings if they are not adequately dealt with. The first two areas are New England
and Texas, where planned capacity additions exceed the regions’ peak demand and where transmission
constraints imit the ability of local utilities to wholesale their excess our of region.

The third arez is California, where power shortages during the summer of 2000 have led to requests
for local price caps (already seen in East Coast markets) and could lead to pressure for re-regulation of the
industry more broadly at some point. As gas prices continue to rise, skewing the economics of new gas-
fired generating plant; as environmental concerns make building coal plants problematic; and as transmis-
sion constraints continue to Hmit the wheeling of power from areas of oversupply to those in need, the
supply problems leading to higher generation prices will not be easily resoived. While we believe that
deregulaton wiil eventually play out and the market will find some degree of equilibrium, there is a rocky
road ahead in the next few years.

Moody's Industry Outlook 7




PAST LACK OF INVESTMENT SPURS NEW CAPITAL EXPENDITURE NEEDS

Given the lack of investment in generation capacity Char 1

over the past decade or s and strong growth in elec- Historical Total Electric Utility

tric demand, reserve marging tn"oz.ﬂhoat the country .
have declined to record low icveis, necessitating a Industry Reserve Margins

return to new construction that will elevate capital
spending in the industry. Chart | shows reserve mar- o
gins from 1989 through 1998, B

Every region in the US has seen rapid declines in 20
reserve margins, with the West (WSCC), the
Midwest (ECAR and MAIN), and the Mid-Adante
regions (PJM) seeing the sharpest decline.

Perpaal
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/

The majority of this capacity will be provided by
new coastruction of power plants. Since most of the
existing fleet of generating ¢ plants are base load, most of
the new construction dollars wilf be spent ba,idm« :
pezking plants and combined cycle natural gas fired 2 , .

n
v
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plants. Table 1 depicts the amount of new megawatts 1988 1950 1997 1994 1995 1998
announced by region through June 30, 7000 while Source: Edison Elcetic Instiute (EE)
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i

The industy's current capacity constraints stem from the consistent decling in investment in power
generation since the mid-to-late 1980s. Beginning in the '80s, utilities became cautious abour parmking in
another round of traditional construction, having been "second guessed” by regulators on their past pro-
grams. Additionally, virmally every region of the country had some degree of excess capacity, with the
West, Texas, and portions of the Midwest having among the greatest su’pius In fact, some companies like
Publie Service Company of New Mexico had reserve margins that exceeced 70%. The need for new con-
struction was further obviated by the emergence in the mid-1980s of new generators armed with contracts
issued under the Public Utlity Regulatory Policies Act (PURPA) 2nd 2 focus on developing smali-to-
intermediaze sized plants throughout the country,

By the mid 1990s, the supsiy of new PURPA contracts had dried up and talk among developers and
utilities centered around the new world of competition. Most utilities were ommarﬂy concerned with
receiving reasonable recovery of their past investments to minimize the level of their stranded costs
{which, %or the most part, they have achieved with tremendous success). The developers, for their part,
zlso had concerns about how deregulation might piay out and likewise held off on new projects. Instead of

. building domestically, many of the deveiopers, some of them affiliates of utility companics, vsed their
returns generated from PURPA contracts to dabble internationally in infrastruceure related projects.
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Drring the process of induszy restracraring, which began around 1994 and continues for most segments
ke : . o ang h
of the industry, the US economy has enjoyed strong cconomic growth. Since the early 1990s, gross national
product has increased by 3.2%! annually, and clectrie consumpuon has increased by 2.1%? annually.

In addition to core economic growth, electric consumpton has been fueled by the nation’s increased
use of computer refated and electronic items. Clearly, more homes and more businesses actively use com-
puter-related technology on 2 regular basis. With the advent and growsh of the Interner, this wend is like-
ly to continue to promote electric consumption growth that surpasses growth in the gross national prod-
vet by a wide margin.

NEW ENGLAND AND TEXAS REGIONS FACE OVERCAPACITY RISK

Ironically, for two reglons of the counoy, New England (NEPOOL) and Texas (ERCOT), the possibility of
an overbuild sdil exists. In NEPOOL, for instance, according to vatious market consulants, approximately
7,488 mw of capacizy has been 2nnounced for 2 region whose peak demand is around 25,000 mw. Similarly,
in ERCOT, approximately 13,822 mw has been announced relative to the peak demand of 56,500 mw.?

While Moody's does not believe that all of the capacity announced in both regions will be built, we do
expect both regions to undergo a period of excess capacity.

Both NEPOOL and ERCOT have 2t least one common trait that makes generators in these regions
more vulnerable from an investor's standpoint. Both regions heve limited transmission import and export
capability. In NEPQOL's case, it is diffictlt to move power into NEPQOOL because of transmission con-
straints, while ERCOT operates almost independently from any other region as there are few intercon-
nects. Consequently, the power that s generated In these reglons is more likely to stay in these regions.

A similar phenomenon exists in the Northemn region of Chile, known as the SING, which Is Insouetdve
as to what can happen in circumstances such as these. The reglon Is fairly secluded from other parts of Ladn
Americz and has a heavy concentration of some of the world's lazgest copper producers, all of which are very
large energy users, Ir Lpordr:g electricity into and out of the region is problematic due to the mountainous
errain. With the need for significant new capacity 1o meet the demands of these high icad copper cus-
Tomers, mimerous projects have come or are expected to come on line. Capacity additions have exceeded
peak demand nearly fourfold. Sinee it is difficuls to export ciectricity out of the region, the excess apadity
situation is expected to persist for many years, depressing prices for generators. In fact, prices have dropped
by 38.6% since 1991 and are expected to remain similarly depressed for at least the next fve years.®

OPERATING EFFICIENCY GAINS NEEDED TO RECOUP PREMIUMS ON GENERATING ASSET PURCHASES

Another phenomenon that Is impacting power markets is the fact that generating assess have changed hands
fairly rapidly within the last two years. Since 1998, 2pproxi-
mately 53,669 mw of eleciric capadity has been sold, with e - .
bayers paying on average S410 per megawar.? Among the | California Generation
biggest buyers are afnliates of utilites such as Edison
Mission Energy, Reliant Eaergy, Southern Energy, Inc,
NRG Erergy, 2nd PG&E Generating Company.

In more and more regions around the country, own-
ership is being transferred and the new owrers, many of
whom have paid large premiums for 30-year-old assets,
are operadng the assets differently then their previous
owners. For instance, in California prior to 1999, the
three large investor-owned utilities controlied the bulk of
the generation within the state. Now, those same assets
are owned Dy eight different entities, as depicted in Chart
3. Sirnilarly, mtﬁtiple owners of generation exist in such

artally deregulated markets as Illinois, Pernsylvania,
;Rfew York, 2nd throughout New England.

Under new multiple ownership, competitive markets
are developing and assets arc being operated with a
foces on eg'lcicncy and profit maximization. Capacity
factors and availabilfity factors are generally higher under
the new owners and assets are being optimized 1o oper-
ate when prices are the highest.

Charn 3
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Seurce: Southem Catitermia Edisen Company {SCE)

1 Bureau of Economic Analysis (BEA)

2 Edison Eleclric institute (EED

3 North American Eteclric Reliability Councilf NERC}

4 Empresa Electrica del Norte Grande S.A. (Empresa)
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WEATHER ADDS TO WOES IN CAPACITY CONSTRAINED CALIFORNIA

As with any new market, initial implementaton can be rough and surprises can occur. Eiec':ricity is no
cxccptm'l Each year the market seems to have 2 different area of the counwy that is operating ouvtside of
peopie's expectaton. During the last two years, attention has been directed towards the volaility in prices
that occurred in the Midwest and how the volatility created problems for companies involved in market-
ing 2nd trading. To some extent, companies have responded by adding resources in the Midwest and by
txcr?zta. ing creditand trading standards with counterpardes.

This past summer, the western US and in pardeular, California seems to be center stage. Prices in the
California Power Exchange (PX) and throughout the West have soarec to record levels in the past year,
due in part to increased regional demand for electricity and 2 tghtness in regional new capacity.

Of note is the role that weather has played in this marketplace. For instance, the spike in prices throvghout
the West can be pardy atwibuted to the warm weather that has occurred this past summer. Although regional
demangd is strong in part due to 2 strong economy, this has been the case for several years. The element thatis
different in 2000 versus previous years is weather. In contrast, the reladvely stable prices experienced this past
surmmer in the Midwest and in the Mid-Adantic can be ateributed to cooler weather in the region.

RE-REGULATION SURFACES IN CALIFORNIA AND MAY EFFECT OTHER MARKETS

This past summer, customers of San Diego Gas and Electric (SDGE), the only udiiry that is operating in
a fully deregulated market, experienced substantial volatility in the energy component of their bili. Under
deregulation in Californis, all customers have had choice of power supplier since 1998, and since June
1999, SDGE customers paid the markes price for electricity as determined bv the PX. SDGE is responsi-
ble for securing the suppxy for these customers and acting a5 a pass-mrou 1 provider for them by bay
suppiy from the PX anc passing the costs along o customners without any addidional margin.

During 1999, this arrangement worked weli for all parties as the mild summer in the West keprt aver-
age prices in the PX fairly st abic However, during the summer of 2000, PX prices soazed to record levels,
and SDGE customers withessed their average bill ¢ wiple and in some cases, cuadruple.

In response to this "crisls,” the California legislature re-regulated the San Diego market in order 1o

D Tespe 1958, a2 legis g e san ey ] ]
stzbilize prices. Energy prices will be capped at 6.5 cents and SDGE will fund the difference between the
market price paid in d-e PX and the 6.5 cents. The legisiation gives SDGE the opportunity o recover the
costs over a reasonable, but undetermined timeframe. Additionall v, the legislation freezes rates in Sen
Diego unti! the end of 2602, with the option of extending the rate freeze another year, if adequate capacity
ECdIUOBS have not come on-line.

Iz remains to be seen whar impact the San Diego situation will have on dereguletion. A number of
states have pointed to California as another reason to go siow. The Federal Energy Regulatory
Commission {FERC) is investigating the reasons behind the wholesale price spike in California, and other
groups have calied for federal intervention to curb wholesale prices in New England and New York. The
possibility of some form of federal legisladon will increase with 2 new President next year, partcularly if
the federal government believes (correctly or incorrectly) that some form of federal regulation can prevent
a San Diego situation from reoccurring.

[z is, however, safe to say that the dereguiation genie is out of the bottle. Twenty-six states have enact-
ed some form of restrucruring law, and companies in these states have legally separated their generation
and transmission businesses, often seliing their generating assets or, in some cases, spinning them off.

‘What remains the big unknown in this process is the view of the customer. Does the customer want to
choose his’her eiectric service supplier? Different classes of customers in different parts of the country
may have very different responses to that question, but it remains central to the speed 2t which transition

continues on a natonal basis.

It is doubtful that San Diego arca residents would have embraced the notion of competition if they
knew in advance that there would be little choice for thern and that the price that they pay for the same ser-
vice couid triple on a year-to-year basis. Alternatively, the San Diego example may end up being an isolated
case or may serve 2s a catalyst for market-based soludons for customer choice with relatively smblc rices.
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Rising.Air.Quality Standards Add.to Generatit

Moody's always considers the costs of meeting known and likely environmental standards in assigning rat-
ings, and we expect that these costs will increase over the next few years s stricter standards are passed 1o
address global environmental problems.

The issue is 2 significant, but manageable ore in the US. The US EPA's dghter standards are expected
to add significant near-term costs for those companies with predominately coal-fired generating fieets,
just as competition in generation is increasing. However, entire :'ca'ao'zs tend to have 2 sirmilar concentra-
don in generating technology because of the regional availability of coal as 2 fuel source. Regional power
prices are ther efore likely 1o reflect the recovery of those costs without creating a competitve disadvan-
tage for any one supplier relative to others in the region.

Artention to air guality and other environmental issues is increasing around the globe. Many countries
use coal as a major, and often primary, source of electric gencration because of the ready availability of
this fuel. In the US, the focus is no longer solely on sulfer dioxide (SO2) emissions as was the case afer
the Clezn Air Act Amendments of 1990. Rather the US Environmental Protection Agency is now pressing
for much lower nitrogen oxide (NOx) emissions to reduce ground level ozone and has also directed its
attention more *ecendy to mercury emissions. In addition global negotiations through successive summits
are attempting to reduce carbon dioxide emissions, 2 poliutant believed to be a primary cause behind the
shrinking of the protective stratospheric ozone layer.

Pressure is only Lkely to increase through this presidental electon year, as both candicates are likely

o put environmental pressure on the mdhs:rv This could lead, at a minimum, o increased expenditures

on NOx removal equipment. In the extreme, it corid effect the ability of coal burning utilities to continue

optmizing their coal asseis, 2 although the recent pricing issues attached to gas have actually given a boost

o cozl aiants An adiunct issue is the extension of nuclear licenses on existing piants, which would help the
air quality issue, but is ot devoid of environmenta! hazards.

Political action is required to reduce environmental poliutants. Emission recuction is 2 policy goal, not
an econormic goal. Poorer health due to higher poliution isan "external” cost o electric generation (as one
source of air pollutants) that is "internalized” through government intervendon. Both regulated and com-
petitive generating regimes manage only to near-term environmental standards because of pressures to
minimize the costs of generation

Hstimating the costs of air c&amy improvetnen: Is difficuit. The science of measuring health effects
and tracing the damage to specific causes is not precise. Conflicdng political pressures - for example deal-
ing with the potent.al impact of actions on the mining or automobile sectors, wantng the benefits of low

encrgy prices, and improving public health - add to the difficult ty.

The array of technological choices to reduce emissions entails 2 tradeoff between capital expenditures
and additonal o:)erat:’rg CcOsts. Thercforc, Moody's examines the ability of any generating company or
project to handle the "worst case” scenario. Those generators that maintain the better coverage rados
even under the downside case present a greater degree of financial flexibility, which often co"responds
wich higher ratings.

EPA PRESSURES U.S. SECTOR ON NOx EMISSIONS

The U.S. EPA is pushing on numerous fronts to impose tougher NOx standerds in partcular. The agency
proposed an 85% reduction in NOx emissions from 1990 levels and called for affected states to develop
Stare Implementation Plans {(SIP calls) to address the regional transport of ozone. NOx is a precursor of
ground ievel ozone.

As an 85% reduction was viewed as extremely costly and would likely affect both energy prices in the
region and employment, many states countered with plans to meet 2 65% reducton target and com-
menced legal batdles against the higher standard.

The EPA directed the Justice Department to file 2 lawsuit against 22 udiities, claiming they had violar-
ed the Clean Air Act by meking improvements to their plants and not msta?h'}a state-of-the-art emission
control tcchnology, as required by the CAA. The utilities countered that their expendxtures on their plants
involved normal maintenance and did not 2dd to capacity. If the EPA is successful, fines to the utilities
could be substantial.
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States downwind of the emissions used their ability to petition the EPA to act agzinst other polluting
states and filed Section 126 petidons in August 1997. The EPA granted four of these states’ petitions.

The legal pressures to comply rose once again in March of this year when a Federal Court upheld the
EPA's authority to issue the SIP calls. The EPA did extend the deadline for compliance 13 months to May
31, 2004, The states must present their plans to effect this reduction to the EPA this fall.

In addition to the risks posed by uncertain supply/demand dynamics it a deregulating marker and the
potential costs of tightening environmental standards, event risk remains a recurring theme. US electrics
condnue to acquire each other, as well as other vilides engaged in local gas distribudion, water companies,
or even telecommunicadons providers. In addition, the US electric comparnies themselves have also
Secome acquisition targets, increasingly of non-US firms attracted by the stable US economy, supportive
regulation, and consolidation opportunities.

As stock prices have lagged, these new business combinations have become increasingly hard to fund
without compromising credit quality. Udlites have responded with the sale of some assets to finance the
purchase of others ~~creating a spin-off cycle that has further altered business risk profiles —-and with more
off-balance-sheet financing —~ which to varying degrees is often 2dded back on to the balance sheet for the
purposes of credit analysis.

In the three years since the first large-scale convergence mergers between electric and gas valities, many
companies have moved from a pure upstream {production) or downsweam (distribusion) focus to an inte-
grated portfolio management strategy across business lines. Within this model, the upstream sectors pro-
vide growth opportunides, while the downstream businesses provide stability - strilking 2 balance between
the needs of shareholders and fixed-income investors. However, this strategic St aside, the incremental
leverage incurred in these mostly debt-nanced transacdons have often resulted in downgrades for the
acquiring electric utilides

As we have written: in related publications, convergence of the electric and gas industries follows one
of two models: upstream or downstream. The upstream mode! is an offensive one that heightens risk in
order to capture return for the company’s growth-oriented shareholders. It is predicated upon opportuni-
tes to grow revenues in unregulated wholesale markets, to move into competitive businesses, and to
expand outside of the waditlonal service territory. These oppormunites may be global in reach and scale
and are predicated upon power trading and marketing opportunities.

The downstream modei, in conwast, does not seek new ground, but rather attempts to proteet the "home
wurf”. The downstream business strategy concentrates on less risky diswibution, which provides more stable
cash flows for debt service. (See our December, 1999 Rating Methodology: Methodology Evolves in Rating
Electric and Gas Company Combinations, for more on these models and their rating implicadons.)

Under the old upstream model, growth of unregulated wholesale revenues is predicated upon success in
power marketing and trading. With varying degrees of admiration, companies look to Enron Corporation
as the leader to emulate in whole or in part. Enron's new merchant rading model focuses on utilizing parts
or all of its four core competencies — project design and constructon, management of assets, trading and
risk managerment, and financing - in all of its businesses. Moody's views Enron's new business strategy as
analogous to an energy merchant bank, which, absent proper controls, could pressure ratings.

Uhnder the new merchant trading and portfolic management mode!, TXU follows 2 strategy as depict-
ed in Figure 1 on page 14. The company builds upon two compatible, complementary streams-a portfolio
of competitive energy businesses and regulated energy-delivery wires and pipes businesses. The regulated
energy-delivery businesses-the functions of delivering natural gas and electricity-contribute to market
presence, generate significant cash flows, and present the opportunity for earnings growth. The portfolio
managernent funcdon keeps the portfolio supply and demand positons balanced 2nd provides market
information to enable the company to operate in rapidly changing markers. It determines when to acquire
or shed assets and when to enter contracts or exit them. The competitive business model now drives
growth in Evrope, Australia and the US and the company’s conservative implementation of their model
has helped mainwin ratings at consistent levels,
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